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Thursday, January 5, 2001 
 
Dear Client, 
 
Enclosed are five investment reports for the quarter ending December 31, 2000.  The first is titled 
“Portfolio Position Analysis”.  It lists your investments that I manage and shows how each has 
performed.  The second, “Portfolio Performance Summary”, shows the rate of return on your 
investments since I started to manage them.  The third is the “Portfolio Performance History”.  It 
shows the monthly and cumulative rate of return on your portfolio.   
The fourth report, Position Performance Summary, provides an analysis by position since January 
1, 2000.  The fifth report, “Realized Gains and Losses”, is included only for taxable accounts.  It 
lists the investment gains and losses that were realized during 2000.   
 
 

Stock Market Performance 
 
The fourth quarter of 2000 was difficult for the stock market.  For the quarter the S & P 500 fell 
8.1% to 1320, the Nasdaq Composite fell 36.2% to 2471 and the Russell 2000 fell 7.3% to 484.  
For all of 2000, the S & P 500 fell 10.1%, the Nasdaq composite fell 39.3% and the Russell 2000 
fell 4.2%.  
 
The drop of 10.1% for the S & P 500 represents its worst year since 1974 while the drop of 39.3% 
for the Nasdaq Composite represents its worst year on record.  As measured from its peak of 5049 
on March 10th, 2000, the decline for the Nasdaq was a staggering 51.1%.  This dramatic decline 
was due to the dismal performance of technology stocks that have been hurt by the sudden 
slowdown in the economy.   
 
When will the stock market in general and technology stocks in particular start to recover?  On the 
one hand stocks are still richly valued.  Even with last year’s 10.1% decline, stocks in the S & P 
500 trade at around 23 times 2001’s projected earnings.  That’s down from a high of 26.5 in the 
first quarter of 2000, but still far above the average of 18.2 for the past decade.  
 
On the other hand many stocks in the market, particularly the smaller names, are reasonably 
priced.  The S & P 500 is heavily weighted with high-valuation stocks such as Cisco, General 
Electric, and Sun Microsystems.  Among the funds MAM utilizes are value funds that have a much 
lower valuation.  For instance the trailing price-earnings ratio of Artisan Small Cap is 18.5, 
Oakmark Select is 16.5, UAM Clipper is 17.0, and Weitz Partners Value is 18.4.  I do not have 
figures available for the forward price earnings ratios on these funds, but they are even lower. 
 
In addition there are two stimulants that could cause the stock market to recover this year: a 
decrease in interest rates and a cut in income taxes.  I was hopeful the former would start to  
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occur with the Federal Reserve meeting in late January and the latter sometime later this year.  On 
January 3rd Chairman Greenspan announced an unexpected cut of one-half of one percent in 
interest rates.  As a result on that day the S & P 500 rose 5.01% and the Nasdaq surged 14.17% 
(the largest one-day percentage gain ever).  Although I was elated to see the interest-rate cut and 
the strong 1-day response of the stock market, I am not convinced that the bear market is over.  
After 6 interest rate hikes over a 1-year time frame (ending in May of 2000), additional cuts will 
be needed to prevent further declines in the economy.  I expect Greenspan to provide these cuts. 
 
 

MAM Performance 
 
Although the fourth quarter was difficult, I am generally satisfied with the investment results of 
my clients relative to the market.  The MAM portfolios that were under weighted in the technology 
stocks outperformed the S & P 500 and those that were over weighted under performed.  Two of 
the funds that I highlighted in last quarter’s report, Red Oak Technology (down 44.6%) and TCW 
Galileo Select Equities (down 18.8%) had terrible quarters.  For the full year these funds had 
strong relative performance (Red Oak Technology was down 10.5% while TCW Galileo Select 
Equities was down 6.5%) and given their long-term track record, I believe these are still good 
funds to own.  The best performing MAM fund for the quarter was the value fund UAM Clipper 
Focus that rose 20.0%.  Fortunately this was one of the funds that I bought for most portfolios 
when I lightened the technology exposure last Summer. 
 
The MAM portfolio with the longest track record is a fairly aggressive $50,000 portfolio that was 
fully invested in mutual funds on September 13, 1999.  As of December 31st, 2000 the original 
$50,000 had grown to $63,758 for a return of 27.5%.  During that time the S & P 5000 rose 4.61%.  
For the quarter ended December 31st, 2000 this portfolio fell 9.57% while for all of 2000 it rose 
3.2%. 
 
 

MAM Strategies 
 
Despite the recent cut in interest rates I am cautious in my outlook for the short-term (the next 
three to six months).  Once it is clear that further interest rates cuts will be made and if it appears 
that we are not entering a recession, I expect to become more bullish.  Here are my current 
strategies   
 

1) Under weighting in technology stocks-  Last Summer I reduced the technology exposure 
in most portfolios by 5 to 7%.  Currently for “aggressive” portfolios I am investing 32% in 
technology stocks, for “moderately aggressive” portfolios 27%, and for “moderate” 
portfolios generally less than 20%.  As a way of comparison approximately 31% of the  
S & P 500 is in technology stocks.  While long-term I favor technology and healthcare 
stocks, I am not yet ready to increase the technology exposure. 

 
2) Large weighting in small & mid-cap stocks-  As was the case in 2000, I continue to feel 

that small and mid-cap stocks will outperform large cap stocks.  Most MAM portfolios 
have a 40-45% weighting in small & mid-cap stocks and 30-35% weighting in large-cap 
stocks.  In addition to the favorable valuation of small and mid-cap stocks  
 
 
relative to large cap (discussed above), I also favor this area because there is greater 
opportunity for a good mutual fund manager to outperform in the small and mid-cap area 



(due to less information being available on smaller companies and fewer analysts following 
them).   

 
3) Small, undiscovered funds-  I feel that an important way that MAM can provide value is 

to find small, “undiscovered” mutual funds.  In my years of researching mutual funds many 
times I have seen funds build a strong track record when their asset base was small, 
become discovered by investors and attract billions in assets, and then generate average 
returns.   A smaller mutual fund (i.e. a fund with a relatively low level of assets) has an 
advantage relative to larger funds because its manager can be more nimble.  This is 
particularly important for funds that invest in small stocks because a large fund can’t move 
a significant percent of its assets in and out of a small stock without impacting its price.  
The most recent fund that I have started to utilize is the Artisan Mid Cap Fund.  This 3-year 
old fund has a very impressive track record relative to the Russell Mid Cap Growth Index 
and has less than $250 million in assets.   

 
One fund that is in most MAM portfolios that best illustrates the nimbleness of a small 
fund is Bjurman Micro Cap Growth Fund.  The fund is managed by Thomas Barry and is 
the only fund offered by The Bjurman Funds.  I have owned it personally for three years.  
Until recently I have not seen any press coverage on the fund  (see enclosed December 29th, 
2000 article from the Wall Street Journal).  At the beginning of 2000 the minuscule fund 
had less than $25 million in assets and by the end of the year assets just exceeded $100 
million.  The fund had a stellar year in 2000 when it returned 45.6%.  The performance can 
be attributed to astute (some may say lucky) sector rotation.  Early in 2000 70% of the 
fund’s assets were in technology stocks.  By May the technology portion was reduced to 
40% and currently it is about 27%.  As Barry sold technology stocks, he reinvested 10% of 
the fund into energy, 20% into health care and 12% in financials.  These were three of the 
strongest market sectors in 2000.  If Barry had a much larger asset base, it would have been 
more difficult for him to make these dramatic portfolio changes. 

 
 

Increase in Minimum Asset Size, Decrease in Tax Practice  
 
As mentioned in last quarter’s letter, effective January of 2001 I raised the minimum amount to 
invest through MAM to $150,000.   This increase is only for new clients, as I will still manage 
lesser amounts for existing clients.  I am raising this minimum to limit the number of investment 
clients (currently about 130) to no more than 200.  Assets under management have continued to 
rapidly grow, and reached $21 million as of December 31st, 2000 (up from $17 million on 
September 30, 2000).   
 
Meanwhile I am dramatically reducing the size of my tax practice.  Last month I referred over 200 
tax clients to other CPAs.  I now expect my tax clientele to be less that 300 for 2001 (versus over 
500 for 2000).  This was a necessary step as I am now spending more time on asset management 
than on tax preparation.   
 
 

 
 
 
 
 
 



Adjustment To Fee Schedule Reporting  
 
Effective April 30, 2001 I have made one revision to my asset management fees.  The new fee 
schedule is as follows: 
 

                    New Fee Schedule 
             Account Value                  Annual Fee 
 

       On the first $500,000   1.00% 
       On the next $2,000,000  0.75% 
       On the next $2,000,000   0.50% 
       On balances over $4,500,000  0.25% 

 
 
The current fee schedule that is being replaced is as follows: 
 
                                 Old Fee Schedule 

       Account Value                  Annual Fee 
 

       On the first $500,000   1.00% 
       On the next $1,000,000  0.75% 
       On the next $2,000,000   0.50% 
       On balances over $3,500,000  0.25% 

 
The change affects only clients who have more than $1,500,000 in assets.  The change is whereas 
before the .75% fee applied to asset between $500,000 to $1,500,000, it will now apply to assets 
between $500,000 and $2,500,000.  This change is being made to align the MAM fees with the 
fees of other investment asset managers. 
 
 

Your Performance 
 
Also enclosed is the invoice that shows my asset management fees for the quarter.  Charles 
Schwab will automatically deduct these fees from your account. 
 
Please call me if you have any questions or if you want to discuss your portfolio. 
 
 
Very truly yours, 
 
 
Stephen P. McCarthy, CPA 


